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¢ Water and wastewater infrastructure business relatively
unaffected by COVID-19

¢ Peoples deal completed; DELCORA on track for 2022;
regulatory mechanisms to ease rate case lag; proforma 2020

¢ Maintain Buy rating; TP increased from USD47.5 to USD50.0

COVID-19 update: The American Water Works Association (AWWA) published the
results of an online survey on the impact of the COVID-19 emergency on its member
organisations on 10 April. According to the survey, utilities are reacting swiftly to the
crisis to guarantee essential services and business continuity, but two thirds expect
revenue/cash flow problems within the next two months. The two factors causing
financial uncertainty are changes in water demand from non-domestic customers and
customer payments during the coronavirus pandemic. However capital investment in
asset rehabilitation remains relatively unaffected.

Essential Utilities (EU) has already made two significant acquisitions: The focus
for 2020-2022 will be on integrating these and successfully delivering rate cases.
Infrastructure surcharges and test years for rate cases help to reduce the regulatory
lag. 52% of EU’s capex is eligible for these. This provides clarity on the cash flows
and reduces uncertainties around translation of rate base growth into earnings. With
the completion of the Peoples deal and the gas heating season in Q1 lowering the
seasonal contribution to earnings for Q2 and Q3, the company will be reporting
earnings for 2020 on a pro-forma basis to improve transparency.

Maintain Buy rating with increased target price, from USD47.5 to USD50.0: We
value Essential Utilities via three methodologies: DCF, dividend yield, and the
average of PE multiple and SOP (rate-based) valuations. Taking the average of the
three approaches gives us our target price of USD50.0 (previously USD47.5). In our
DCF valuation, we have updated our beta assumption from 0.58 to 0.60 to be in line
with market peers and have updated the model for FY2019 results. Our cost of
capital is updated from 4.3% to 5.9%. These changes leads to a fall in the DCF
valuation from USD47.5 to USD41.1. In our PE multiple-based valuation, we have
updated the multiple in line with market peers, from 29.8x to 30.0x. This leads to an
increase in the PE-multiple valuation, from USD45.8 to USD46.8. Our SOP valuation
rises from USD44.1 to USD57.1, driven by the updated rate base, and the average of
the two rises from USD45.8 to USD52. In our yield valuation, we update our yield
from 2% to 1.75%, again in line with peers. This results in an increase in the Yield
valuation from USD49.4 to USD57.8. Overall, these changes lead to an increase in
our TP from USD47.5 to USD50.0. Our TP implies 15.3% upside and we reiterate our
Buy rating as we believe the combination of regulated investment and earnings
growth is attractive.

Disclosures & Disclaimer
This report must be read with the disclosures and the analyst certifications in
the Disclosure appendix, and with the Disclaimer, which forms part of it.
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Financials & valuation:

Financial statements

Essential Utilities

Year to 12/2019a 12/2020e 12/2021e 12/12022e
Profit & loss summary (USDm)

Revenue 890 1,895 2,097 2,230
EBITDA 497 824 897 973
Depreciation & amortisation -157 -239 -267 -284
Operating profit/EBIT 340 585 631 689
Net interest -131 -153 -167 -188
PBT 212 432 463 501
HSBC PBT 209 432 463 501
Taxation 13 -35 -37 -40
Net profit 225 397 426 461
HSBC net profit 225 397 426 461
Cash flow summary (USDm)

Cash flow from operations 339 706 707 754
Capex -550 -950 -950 -950
Cash flow from investment -605 -5,225 -950 -950
Dividends -189 -257 -278 -300
Change in net debt -1,352 3,108 521 496
FCF equity 212 244 -243 -196
Balance sheet summary (USDm)

Intangible fixed assets 64 939 939 939
Tangible fixed assets 7,224 11,335 12,018 12,684
Current assets 2,011 2,154 2,182 2,201
Cash & others 1,869 1,869 1,869 1,869
Total assets 9,360 14,489 15,201 15,886
Operating liabilities 1,468 1,680 1,723 1,751
Gross debt 3,077 6,186 6,707 7,203
Net debt 1,208 4,317 4,838 5,334
Shareholders' funds 3,881 5,689 5,837 5,998
Invested capital 5,962 10,879 11,548 12,204
Ratio, growth and per share analysis

Year to 12/2019a 12/2020e 12/2021e 12/2022¢
Y-0-y % change

Revenue 6.2 113.0 10.7 6.3
EBITDA 5.7 65.8 8.9 8.4
Operating profit 5.3 72.0 7.8 9.2
PBT 18.6 104.2 43 8.1
HSBC EPS -3.4 50.2 73 8.1
Ratios (%)

Revenue/IC (x) 0.2 0.2 0.2 0.2
ROIC 6.4 6.4 52 53
ROE 76 8.3 74 78
ROA 4.1 45 3.9 41
EBITDA margin 55.9 435 42.8 43.6
Operating profit margin 38.2 30.9 30.1 30.9
EBITDA/net interest (x) 38 54 54 5.2
Net debt/equity 311 75.9 82.9 88.9
Net debt/EBITDA (x) 24 5.2 54 55
CF from operations/net debt 28.0 16.4 14.6 14.1
Per share data (USD)

EPS Rep (diluted) 1.04 1.56 1.68 1.81
HSBC EPS (diluted) 1.04 1.56 1.68 1.81
DPS 0.94 1.01 1.09 1.18
Book value 17.97 22.36 22.94 23.58
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Valuation data
Year to 12/12019a 12/2020e 12/12021e 12/12022e
EV/sales 12.2 74 6.9 6.7
EV/EBITDA 219 17.0 16.2 154
EV/IC 1.8 1.3 1.3 1.2
PE* 41.7 278 259 239
PB 24 1.9 1.9 1.8
FCF yield (%) 2.2 2.5 2.5 2.0
Dividend yield (%) 22 23 25 27
*Based on HSBC EPS (diluted)
ESG metrics
Environmental Indicators 12/2019a Governance Indicators 12/2019a
GHG emission intensity* n/a No. of board members 8
Energy intensity* n/a Average board tenure (years) 7.0
CO; reduction policy Yes Female board members (%) 25
Social Indicators 12/2019a Board members independence (%) 87.5
Employee costs as % of revenues n/a
Employee turnover (%) nfa
Diversity policy Yes

Source: Company data, HSBC

* GHG intensity and energy intensity are measured in kg and kWh respectively against revenue in USD ‘000s
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Share price (USD) 43.36
Target price (USD) 50.00
RIC (Equity) WTRG.N
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Acquisitions in the bag for
growth

¢ Water and wastewater infrastructure business relatively unaffected
by COVID-19

¢ Peoples deal completed; DELCORA on track for 2022; regulatory
mechanisms to ease rate case lag; proforma 2020 results

¢ Maintain Buy rating; TP increased from USD47.5 to USD50.0

Uncertainties and risks due to COVID-19 pandemic

The American Water Works Association (AWWA) published the results of an online survey on
the impact of the COVID-19 emergency on its member organisations on 10 April. According to
the survey, utilities are reacting swiftly to the crisis to guarantee essential services and business
continuity, but two thirds expect revenue/cash flow problems within the next two months. The
two factors causing financial uncertainty are changes in water demand from non-domestic
customers and customer payments during the coronavirus pandemic.

The two major challenges that investor-owned utilities identified were ensuring social distancing
of the work force and supply chain issues for PPE. In terms of regulatory compliance, an issue
that was noted was problems in accessing sampling sites. Most utilities have implemented
measures to help customers: more than 90% have suspended water shut-offs, and nearly 50%
have restored service to suspended accounts.

Three-pronged investment proposition

Essential Utilities has core competencies in infrastructure investment (pipes, plants, etc),
regulatory affairs and operational excellence. Using these as pillars, Essential has created a 3-
pronged growth strategy.

1. Municipal initiative: Driver of growing foundational water and wastewater business. This is
the primary focus for the company right now.

2. Strategic M&A: Opportunistic pursuit of large, regulated utility/infrastructure targets — the
company delivered on this by the Peoples gas acquisition recently completed and the
DELCORA transaction which is expected to complete regulatory approvals by 2022.

3. MBAs (Market Based Activities): Complementary to regulated business. Capitalises on
broader infrastructure renewals but is probably going to be less of a priority given the
current challenges.
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Attractive capex recovery mechanisms
Infrastructure surcharges and test years for rate cases help to reduce regulatory lag. 52% of

EU’s capex is eligible for these. This provides clarity on the cash flows and reduces
uncertainties around translation of the rate base growth into earnings.

Water capex: 2020-22 estimates Gas capex: 2020-22 estimates

m DSIC eligible m DSIC eligible
Standard rate 54% Standard rate
making making
Source: WTRG company results presentations - FY2019 Source: WTRG company results presentations - FY2019

From the table below we can see that most of the states that Essential Utilities operates in have
opted for these mechanisms, which is a positive development for the company.

State wise regulations for capex recovery

State Allowed surcharge
Water

Pennsylvania 7.5% W; 5%WW
Indiana 10%
Ohio 12.75% W; 9% WW
New Jersey 5%
Illinois 2.5% annual avg increase
North Carolina 5%
Gas

Pennsylvania 5%
Kentucky No cap

Source: WTRG company results presentations - FY2019

US water infrastructure needs offer opportunities for Aqua

In the charts below we can see the EPA estimates of the US water infrastructure investment
needs.
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Acquisitions — strong pipeline and primary focus for the company

From the table below we can see that, even with the major deal of DELCORA it has signed,
Essential has a decent pipeline of acquisitions. However, due to current COVID-19 pandemic,
the closure of some of these may well be delayed into 2021.

Acquisitions - closed and pending at FY2019 results

State Type Total customers Rate base (USD ‘000s)
Closed
Skyline Ilinois W/ ww 752 3550
Phoenixville Pennsylvania W 529 2500
Grant Park lllinois ww 540 2300
Cheltenham Pennsylvania ww 9887 44558
Campbell Ohio w 3200 7535
Total 14908 60443
Pending
New Garden Pennsylvania ww 2106 29500
East Norriton Pennsylvania Ww 4952 21000
DELCORA Pennsylvania ww 198000 276500
Total 205058 327000

Source: WTRG company results presentations - FY2019

Guidance for 2020

The guidance for 2020 is as follows:

* Adjusted proforma income per diluted common share (hon-GAAP) of USD1.53 to
USDL1.58. This illustrative guidance includes the full-year effects of the Peoples
acquisition as if this transaction closed on January 1, 2020, by including an estimate of
the results of Peoples for the period in 2020 prior to closing, excluding transaction-
related expenses and the effects of transaction-related commitments to issue rate

credits to utility customers.

e 3-year earnings CAGR 5-7% for 2019 through 2022, with the base being 2019 adjusted

income per share (non-GAAP).
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e Infrastructure investment of approximately USD550m in 2020 for communities served
by the water operations.

e Infrastructure investment of approximately USD400m in 2020 for communities served
by the gas operations.

e Infrastructure investment of approximately USD2.8bn through 2022 in existing water
and gas operations to rehabilitate and strengthen systems.

* Rate base compound annual growth rate of 6 to 7% through 2022 in water; and 8 to
10% in gas through to 2022.

e Total annual water customer growth of between 2 and 3% on average, depending upon
regulatory approval.

Performance against peers

Essential’s share price has outperformed the S&P 500 by 12% since 1 January 2019. On 2020e
PE, it is trading at a discount to its water peer group but in line with some of the US electricity
utilities according to Refinitiv Datastream. This reflects, in our view, its future multi-utility status.

One more point to note is that the US Treasury 10-year yield has fallen sharply. WTRG, as a
defensive utility, should be inversely correlated to bond yields.

Performance of WTRG vs AWK vs UST 10yr vs FTSE European utilities index vs S&P 500
170 4
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—WTRG AWK ~ ——US 10yr bond yield ~ ——— FTSE European utilities index S&P 500

Source: Refinitiv Datastream

Changes in estimates

We have updated our model for FY2019 results and the preliminary impact of COVID-19. We
have also updated the model for Peoples proforma numbers for 2020 and included the
DELCORA deal in our numbers from 2022. We have also updated the number of shares for
2020 to 254.4m from 215.9m in 2019 according to company guidance associated with the
Peoples-related equity offering in 2019.
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Change in estimates (USDm)

2020e 2021e 2022e
EBIT
Revised 585 631 689
Previous 578 604
Change 1% 4%
Net income
Revised 397 426 461
Previous 399 412
Change 0% 3%
EPS (USD)
Revised 1.56 1.68 1.81
Previous 1.59 1.65
Change -2% 2%
DPS (USD)
Revised 1.01 1.09 1.18
Previous 0.99 1.07
Change 2% 2%

Source: HSBC estimates

Valuation and risks

We value Essential Utilities via three methodologies: DCF, dividend yield, and the average of
PE multiple and SOP (rate-based) valuations. Taking the average of the three approaches gives
us our target price of USD50.0 (previously USD47.5). We have updated the model for FY2019

results.

e |n our DCF valuation, we have updated our beta assumption from 0.58 to 0.60 to be in
line with market peers. We have also updated the cost of debt from 3.9% to 8.5% and
the marginal tax rate from 11% to 13%. These changes lead to updated cost of capital,
from 4.3% to 5.9% and a fall in the DCF valuation from USD47.5 to USD41.1.

e In our PE multiple-based valuation, we have updated the multiple in line with market
peers, from 29.8x to 30.0x. Our SOP valuation rises from USD44.1 to USD57.1, driven
by updated rate base, and the average of the two rises from USD45.8 to USD52.

e Inour Yield valuation, we update our yield from 2% to 1.75%, again in line with peers.
This results in an increase in the Yield valuation from USD49.4 to USD57.8.

Overall, these changes lead to an increased TP from USD47.5 to USD50.0. Our TP implies
16.7% upside; we reiterate our Buy rating as we believe the combination of regulated
investment and earnings growth is attractive.

Summary of valuation (USD)

Particulars New Previous
Current price as on 17-Apr-20 434 NA
DCF (updated estimates, higher cost of capital) 41.1 475
Yield 1.75% (previously 2%) 57.8 494
SOP & Peer multiple (updated estimates and multiples) 519 458
Target price (average rounded) 50.0 475
Upside/ downside to target price 15.3% NA
Rating Buy Buy

Source: HSBC estimates
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WACC inputs and DCF valuation
WACC inputs Equity Valuation USDm
Cost of debt + DCF value 13,873
Pre-tax cost of debt 8.5% + ST marketable assets 0
Marginal tax rate 13.0% + Value of associates 0
Cost of equity + Other assets 878
Risk-free rate 3.0% EV (asset side) 14,751
Equity risk premium 3.0% - Net debt (+ if Net cash) (4,288)
Additional risk - Quasi debt (pension) 0
Beta (previously 0.58) 0.60 - Value of minorities 0
Debt - 37% 7.8% Total non-equity claims (4,288)
Equity - 63% 4.8% Value of equity 10,463
Cost of capital 5.9% Value per share (USD) 411
Source: HSBC estimates
Sum-of-the-parts (SOP) and PE multiple valuations
USDm 2020e Rate Base
Regulated water
Pennsylvania 3,682
Ohio 368
Ilinois 382
Texas 319
New Jersey 214
North Carolina 245
Indiana 90
Virginia 83
Regulated gas 2,451
Total 7,834
Price to rate base (industry multiple) 18,802
Non-regulated (2020e peer average PE multiple) 9
Net debt 2020e, pensions & minority (4,288)
Estimated equity value 14,523
Estimated equity value per share (USD) 57.1
PE multiple valuation
2020e earnings per share (USD) 1.56
2020e PE sector average 30.0
Value per share 46.8
Average of rate base valuation and PE multiple valuation 52.0

Source: HSBC estimates

Downside risks

Essential Utilities fails to achieve the desired rate case revisions and infrastructure surcharges;
it lacks organic growth from asset replacement; it cannot take advantage of the Fair Market

Value legislation opportunity; its dividend grows at a lower rate than we assume.

It is not able to gain the Fair Market Value premium required in the systems it wants to acquire
in Pennsylvania. Its current acquisitions of systems — New Garden and Limerick — are facing
challenges to the premium proposed by Aqua.
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Rating distribution for long-term investment opportunities

As of 21 April 2020, the distribution of all independent ratings published by HSBC is as follows:

Buy 55% ( 31% of these provided with Investment Banking Services )
Hold 36% ( 30% of these provided with Investment Banking Services )
Sell 9% (24% of these provided with Investment Banking Services )

For the purposes of the distribution above the following mapping structure is used during the transition from the previous to current
rating models: under our previous model, Overweight = Buy, Neutral = Hold and Underweight = Sell; under our current model Buy
= Buy, Hold = Hold and Reduce = Sell. For rating definitions under both models, please see “Stock ratings and basis for financial
analysis” above.

For the distribution of non-independent ratings published by HSBC, please see the disclosure page available at
http://www.hsbcnet.com/gbm/financial-regulation/investment-recommendations-disclosures.

Share price and rating changes for long-term investment opportunities
Essential Utilities (WTRG.N) share price performance Rating & target price history
USD Vs HSBC rating history

From To Date Analyst
Buy Restricted 15 Apr 2019
54 Restricted Buy 30 Apr2019 Verity Mitchell
Target price Value Date Analyst
49 . Price 1 40.00 08 Aug 2017 Verity Mitchell
44 | * Price 2 41.00 06 Dec 2018 Verity Mitchell
Price 3 Restricted 15 Apr 2019
39 . ¢ Price 4 41.00 30 Apr 2019 Verity Mitchell
Price 5 4550 28 Jun 2019 Verity Mitchell
34 Price 6 4750 06 Dec 2019 Verity Mitchell
Source: HSBC
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To view a list of all the independent fundamental ratings disseminated by HSBC during the preceding 12-month period, please
use the following links to access the disclosure page:

Clients of Global Research and Global Banking and Markets: www.research.hsbc.com/A/Disclosures
Clients of HSBC Private Banking: www.research.privatebank.hsbc.com/Disclosures

HSBC & Analyst disclosures
Disclosure checklist

Company Ticker Recent price Price date Disclosure
ESSENTIAL UTILITIES WTRG.N 42.24 20 Apr 2020 1,56
Source: HSBC

HSBC has managed or co-managed a public offering of securities for this company within the past 12 months.

2  HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next 3
months.

3  Atthe time of publication of this report, HSBC Securities (USA) Inc. is a Market Maker in securities issued by this
company.

As of 31 March 2020, HSBC beneficially owned 1% or more of a class of common equity securities of this company.

5  As of 29 February 2020, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of investment banking services.

6  As of 29 February 2020, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of non-investment banking securities-related services.
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7  As of 29 February 2020, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of non-securities services.
A covering analyst/s has received compensation from this company in the past 12 months.
A covering analyst/s or a member of his/her household has a financial interest in the securities of this company, as
detailed below.

10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of this
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(including derivatives) of companies covered in HSBC Research on a principal or agency basis or act as a market maker or

liquidity provider in the securities/instruments mentioned in this report.
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sales & trading, and principal trading revenues.
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securities held by the analysts.
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the authoring analyst.
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